Journal of Accountancy
Volume 54

Issue 5

Article 5

11-1932

Students' Department
H. P. Baumann

Follow this and additional works at: https://egrove.olemiss.edu/jofa
Part of the Accounting Commons

Recommended Citation
Baumann, H. P. (1932) "Students' Department," Journal of Accountancy: Vol. 54 : Iss. 5 , Article 5.
Available at: https://egrove.olemiss.edu/jofa/vol54/iss5/5

This Article is brought to you for free and open access by the Archival Digital Accounting Collection at eGrove. It
has been accepted for inclusion in Journal of Accountancy by an authorized editor of eGrove. For more information,
please contact egrove@olemiss.edu.

Students’ Department
H. P. Baumann, Editor

AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these solutions appear in The Journal of Account
ancy should not cause the reader to assume that they are the official solutions
of the board of examiners. They represent merely the opinions of the editor
of the Students' Department.]

Examination

in

Accounting Theory and Practice—Part II

May 13, 1932, 1:30 P. M. to 6:30 P. M.

The candidate must answer the first three questions and one other question.
Answer no more than four questions.

No. 4 (14 points):
A corporation acquired several tracts of industrial property during the year
1921 to be held solely for the purpose of investment. In the following year the
properties were revalued in accordance with appraisals, and these revaluations
were taken up on the books. The difference between cost and appraisal
values was credited to capital-surplus account.
In the year 1927, the corporation sold one of the industrial tracts for $25,000,
payable in instalments over a period of years, as evidenced by first-mortgage
notes signed by the purchaser.
The book value of the particular tract sold was as follows:
Cost............................................................................
$ 3,000
Appreciation...............................................................
8,000

Total book value...................................................

$11,000

The sale was recorded as a closed transaction when it was consummated,
and the profit-and-loss account was credited with the profit from the sale.
The notes, in the aggregate amount of $25,000, were immediately endorsed,
with recourse, and were discounted for the corporation by the bank.
In the year 1930, the purchaser defaulted in his payment of the notes and
the holders of the notes looked to the corporation for payment. In order to
protect itself, it was necessary for the corporation to foreclose the mortgage,
and in the proceedings the tract was repossessed by the corporation. At the
time of foreclosure, the purchaser’s unpaid notes, still outstanding, amounted
to $18,000.
In financing the repossession of the tract, the corporation issued its notes,
in like amounts, to the holders of the old notes. However, the entries to record
the repossession of the property had not been placed on the books at December
31,1930.
If you were conducting an audit of the accounts of the corporation, as at
December 31, 1930, and all this information came to your knowledge, what
entries would you recommend to record all the transactions incident to the
repossession of the industrial tract?
State your answer in the form of journal entries, giving complete explanations.

Solution:
The general procedure for accounting for property repossessed is to record
the repossessed property at original cost less any depreciation, and to consider
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the instalments collected as profit. In this problem, the depreciation, if any,
of the property at the time it was repossessed is unknown, and the appraised
(book) value placed upon it during the year 1922 is used.
(1)
Instalment notes receivable—discounted................................
Notes payable..........................................................................
To record the issuance of notes of the corporation to the
holders of the instalment notes discounted in exchange for
the latter which are in default.

(2)
Foreclosure account....................................................................
Instalment notes receivable—discounted.............................
To charge the defaulted instalment notes to the fore
closure account.
(3)
Real estate investments.............................................................
Surplus..........................................................................................
Foreclosure account...............................................
To record the cost of the tract repossessed, and to
charge surplus account with the excess of cost of repos
session over the original cost of the land.
(4)
Real estate investments.............................................................
Capital surplus.........................................................................
To write up the value of the repossessed tract to the
appraised value set in 1922.

$18,000
$18,000

18,000
18,000

3,000
15,000

18,000

8,000

8,000

At the date of the sale of this tract, it would seem that capital surplus
account was charged with the appreciation of $8,000 (which is reinstated in
entry number 4), and that profit-and-loss account (surplus) was credited
with the difference between the selling price of $25,000 and the original cost
of $3,000, or $22,000. The difference between this credit of $22,000 and the
charge to surplus of $15,000 (in entry number 3) represents the $7,000 which
was the amount of the instalment notes paid by the defaulting purchaser.
No. 5 (14 points):
On the cost ledger of a fabric mill there is maintained a separate account for
each department. One, engaged solely in “winding,” is known as department
C.
Under date of January 1, 1932, the following information was obtained with
respect to department C:
The inventory of wound goods, by weight 795.34 pounds, was valued at
$4,056.23, and labor in process totaled $79.53. The average cost of material
was $5.10 per pound, and the estimated average cost of winding was 10 cents
per pound. No unwound goods were on hand either at the beginning or at the
end of the month.
The charges to this department for unwound material, during the month of
January, 1932, were by weight 3,613.83 pounds and for actual labor expended
thereon $415.
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Inventory, January 31, 1932 (valued at cost) ...................................

)

pounds should be credited out of the account at 11.48 + ¢ rather than 10¢ which would require
an adjustment of (2896.95 x . 0148 + ¢ ..............................................................................................................

pounds in the opening inventory. This difference o f .................................................................. 2,896.95

Adjustment for labor on the transfers of goods delivered to other departments:
N ote .—On the theory of first in—first out, the labor charged to the other departments should be at
the rate of 10¢ per pound on the 795.34 pounds which were in the inventory at January 1, 1932, and at
actual cost on the difference between th e .................................................................................... 3,692 .29
pounds delivered, and th e ................................................................................................................
795.34

T o tal .......... 3,692.29

G ....................

Credits for wound goods delivered during January, 1932, to the following departments:
Department
Pounds
D .................... 3,612.68
E .....................
9.10
F ..................... 60.38

T o tal .................................................................................................................................................................

Inventory, January 1, 1932...................................................................................................................................
Charges to the department during January, 1932 ...............................................................................................

(a) Ledger account for department C

18,830.68

716.88 $ 3,656.08

3,692.29

4,409.17 $22,486.76

$5.10

5.10

5.10

. 0148

.10

.1122

+
$ 82.32 $ .1148 +

42.98

369.23

$494.53

Labor
Number
of pounds Amount Per pound Amount Per pound
795.34 $ 4,056.23
$5.10 $ 79.53 $ .10
3,613.83 18,430.53
5.10
415.00 .1148 +

Materials
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The credits for wound goods delivered during the month of January, 1932,
were
To department D
3,612.68 pounds
“
“
E
9.10 “
"
“
F
60.38 “
“
“
G
10.13 “
On the basis of these data, submit the following, as at January 31, 1932:
(a) Ledger account for department C.
(b) Balance of goods in this department and their value, also showing esti
mated labor thereon.
(c) Difference between estimated and actual cost of labor.
(d) Actual average cost of winding for the month of January.
(e) Total of charges to the succeeding departments on the basis of estimated
labor cost.
Solution: (a) See page 372
(b) Balance of goods in department C and their value at
January 31, 1932; also, the estimated labor thereon.
Number of pounds—716.88 (see (a))
Per pound
Total
Materials...................................................................... $ 5.10
$3,656.08
Labor.............................................................................
.1148
82.32

Total.....................................................................
Estimated labor

$

5.2148

$

.10

$3,738.40
$

71.68

Difference between estimated and actual cost of labor and
Actual average cost of winding for the month of Jan
uary, 1932.
Production for the month was 3,613.83 pounds, at a cost of $415, or $.1148
per pound:
Per pound
Total
Estimated cost of labor.................................................. $
.10
$ 361.38
Actual cost of labor........................................................
.1148 + 415.00

(c)
(d)

Difference...................................................................... $
Represented by:
Undercharge to departments (see adjustment in
(a))
Excess of labor in inventory over estimate:
Actual.................................................................... $
Estimate...................................................................

Total..........................................................................

.0148+$

$

53.00

42.98

82.32
71.68

10.64

$

53.62

Total of charges to succeeding departments on basis of
estimated labor cost.
Materials Labor
Total
Charge per pound.............................................
$ 5.10 $ . 10 $
5.20
(e)
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Pounds
Department
D.......................................................... 3,612.68 $18,424.67 $361.27 $18,785.94
9.10
46.41
.91
47.32
E..........................................................
60.38
307.94
6.04
313.98
F..........................................................
10.13
51.66
1.01
52.67
G..........................................................
Total...........................................

3,692.29 $18,830.68 $369.23 $19,199.91

Examination in Auditing
May 12, 1932, 9 A. M. to 12:30 P. M.
Answer all questions, and be sure to give reasons when required.

No. 1 (10 points):
State in detail how you would audit and verify the notes receivable of a large
trading corporation with several affiliated concerns.
Answer:
If there are a considerable number of notes receivable, it would be well to
have a list prepared in advance of the audit, showing:
Date
Maker's name
Maturity date
Amount
Amount paid
Rate of interest
Amount of accrued interest
(This list must be checked against the ledger account to determine that it is
in agreement therewith.)
The notes on hand should be carefully inspected and checked against this
list; those discounted, or out for collection should be confirmed by direct
correspondence with the holders. If the audit is made subsequent to the
balance-sheet date, any notes paid since the close of the period should be
verified by tracing the cash received to the books of the company, and thence
to the bank statement.
The best verification of notes receivable is an acknowledgment of the debt by
the payor himself, and it is advisable to obtain a written confirmation for each
note, if possible.
In determining the valuation of notes taken on open account, the original
invoice date of the account should be taken into consideration. In the case of
secured notes, the value of the collateral should be ascertained, as the notes
may be worth no more than the collateral.
Any notes, particularly instalment notes, which mature beyond the current
period should not appear in the current asset section of the balance-sheet.
Notes of officers and employees should be stated separately, as should notes
arising from any transaction outside the ordinary course of the business.
Notes receivable from affiliated concerns should be confirmed by direct
correspondence, and should be shown separately in the balance-sheet. In
order to place a proper valuation upon such notes, it may be necessary to ex
amine the statements or even the accounts of the affiliates. In all cases in
which the accounts of the affiliates are being audited, the intercompany ac-
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counts will, of course, be reconciled. Examination should be made to deter
mine whether the concern under audit has acted as accommodation endorser for
its affiliated concerns.
In regard to the proper classification of such notes in the balance-sheet, the
following is quoted from the federal reserve board’s Verification of Financial
Statements (page 4, paragraph 22): “Affiliated companies’ notes should be
shown as a separate item of ‘current assets’ or as ‘other assets,’ as the circum
stances may require. They may be included properly in current assets if the
debtor company has ample margin of current assets over its liabilities including
such notes.”
The contingent liability arising from notes receivable discounted should be
stated in a footnote on the balance-sheet.
If convenient, the cash, securities and other negotiable instruments should be
counted and inspected at the close of business on the balance-sheet date. The
auditor should maintain control of these assets until his audit of all of them
has been completed.
No. 2 (10 points):
In auditing the annual report of the Town of X you find all the following
items of receipts stated under the general head of “Revenues”:
1. Taxes received
2. Loan from Bank of X
3. Dog licences
4. Municipal court fines
5. Bequest from the estate of A to establish town library
6. Street assessments collected from owners of abutting property
7. Permits for parades
8. Sale of worn-out equipment
9. Transfer of balance from street opening to street-cleaning account
10. Deposit by B to cover cost of extra sewer connection
11. Interest on bank deposits
12. Donation from C toward repairs on his street
13. Annual payment under franchise by X Street Railway Co.
14. Fees from town clerk turned in
15. Rent of city dock to steam boat company
16. Assessments on members of police force for pension fund
17. Received from B balance of cost of extra sewer connection (see 10)
18. Newsstand privilege in city hall
19. Proceeds of paving bonds sold at 110
20. State grant for up-keep of state highway within town limits
Restate these items to show true revenues of the town with titles of proper
accounts to be credited; and indicate how the other items should be shown or
treated.
Answer
Item
Classification
Account credited
*
No.
Revenue receipts:
1
Taxes received
Taxes receivable
3
Estimated revenues (licences)
Dog licences
4
Estimated revenues (fines and for
Municipal court fines
feitures)
* The above answer is based upon the assumption that a rather detailed budget is used by the
Town of X. However, it is possible that in the accounting system in use the estimated revenues
are not broken down in the subsidiary ledger into as many accounts as are listed above, or that
the revenues shown as credited to “estimated revenues’’ are not budgeted, but are recorded only
at the time of receipt.
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5
7

Bequest from the estate of A to
establish town library
Permits for parades

11

Interest on bank deposits

12

Donation from C towards re
pairs on his street

13

14
15
18

20

2
6

8

10

17
16

19

Estimated revenues (gifts)
Estimated revenues (licences or
permits)
Estimated revenues (interest on
bank deposits)

Estimated revenues (miscellaneous
revenues)

Annual payment under franchise
by X Street Railway Co.
Estimated revenues (franchises)
Fees from town clerk turned in
Estimated revenue (fees)
Rent of city dock to steamboat
company
Estimated revenue (rentals)
Newsstand privilege in city hall Estimated revenues (licences or
permits)
State grant for up-keep of state
Estimated revenues (state grant)
highway within town limits
Non-revenue receipts:
Current loans or bank loans
Loan from Bank of X
Street assessments collected from
Assessments receivable
owners of abutting property
Sale of worn-out equipment (un
Sale of worn-out equipment
appropriated) or capital fund
surplus.
Deposit by B to cover cost of
Reimbursable expenditures or
extra sewer connections
maintenance
Received from B balance of cost
Same as (10) above
of extra sewer connection
Assessments on members of
Police pension fund surplus (re
police force for pension fund
serve)
Proceeds of paving bonds sold
Paving bonds (par) and premium
at 110.
on bonds or surplus (premium)

As item number 9 is a transfer between funds, it should be omitted except in
statements of the separate funds.
No. 3 (10 points):
What is the value of a balance-sheet that bears only the signature of the
auditor without any accompanying certificate? What is your opinion of such
a statement?
Answer:
In most cases an auditor’s signature attached to a balance-sheet without a
certificate may be accepted as an unqualified certificate; the value of the state
ment will depend on (1) the reputation of the auditor, and (2) the reputation of
the concern itself.

376

Students' Department
The practice (if it is a practice) of attaching a signature without a certificate
is certainly not one to be recommended. In those cases where an unqualified
certificate can be given, there is no reason for omitting the certificate; if a
certificate would require qualification, the auditor should not attach his
signature.
No. 4 (10 points):
To what extent is it an auditor’s duty to concern himself with the validity
and legality of transactions coming within the scope of his audit?
Answer:
If the client raises the question of the validity or legality of certain trans
actions, the auditor should, of course, give the question his utmost considera
tion, and obtain legal opinion and advice if necessary. Presumably we are not
concerned with this situation, but with those cases in which the legality or
validity is questioned by the auditor.
The auditor should call to his client’s attention any transactions of whose
legality or validity he is doubtful; if the client authorizes further examination,
the auditor should himself, or (preferably) with the aid of the client's attorneys,
go into the transactions thoroughly.
If the client asserts the propriety of the transactions, and presents competent
legal opinion or court decisions in support of his stand, the auditor should be
satisfied. If in the absence of any such evidence the client does not authorize
the auditor to make an investigation, it may in some cases still be necessary for
the auditor to go into the matter himself. For example, the title to some of the
company’s land might not be clear, or certain mortgages owned stated to be
senior liens might be involved and doubtful in nature. Here the existence or
value of assets is in question, and the auditor is greatly concerned. In other
cases, there may be a possibility of liability arising because of certain violations,
and the auditor is again greatly concerned.
In brief, the auditor should, of his own accord, consider the question of
legality when it may materially affect the statements he is to render. If he
can not satisfy himself, he should qualify his certificate.

No. 5 (10 points):
The A corporation has passed the cumulative preferred dividends on its
stock for the past two years. How should this condition be shown, if at all, in
published statements? Give reasons for your answer.
Answer:
The amount of cumulative preferred dividends unpaid should be stated in the
balance-sheet as a footnote, or set out by a sentence in the net worth section.
This fact should be clearly indicated on the statement because no dividends
can be paid on the common stock until these accumulations are paid up, and
this fact is of great importance to prospective investors.
Even though these dividends accumulate if they are not paid, and must all
be paid before any common dividends may be paid, no actual liability exists
until the dividends are declared by the directors, and for this reason no liability
is set up.

No. 6 (10 points):
The Y corporation was originally capitalized at nine million dollars as follows:
50,000 shares preferred stock, cumulative, $100 par..................... $5,000,000
400,000 “ common stock, no-par, stated value $10 .................
4,000,000
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At the beginning of 1931 it had an earned surplus of $500,000, but during the
year it suffered an operating loss of one million dollars.
To avoid showing a deficit at the end of the year, the corporation induced its
preferred stockholders to exchange their shares of par stock for an equal number
of no-par shares with a stated value of $50 each, the new stock retaining all the
guaranties of the original as to dividends, liquidating value and callable value.
After sundry intangible and doubtful assets had been written off, the corpora
tion’s balance-sheet as of December 31, 1931, showed (in totals):
Total assets.................... $9,000,000
Total liabilities............ $1,500,000
Preferred stock.............
2,500,000
Common stock..............
4,000,000
Surplus...........................
1,000,000

$9,000,000
$9,000,000
Was this procedure in accordance with sound accounting principles? Would
you give an unqualified certificate to the balance-sheet as stated? Give
reasons for your answer.

Answer:
While it is legally possible under the laws of certain states to reduce the
stated value of stock below the amount paid in therefor and transfer the re
mainder to surplus available for dividends, sound accounting principles require
that no-par stock be stated on the balance-sheet at the amount paid in therefor.
Since the exchange of stock creates a situation in which $100 is paid in for a
share of stock and $50 credited to capital stock and $50 to surplus, the auditor
can reasonably object; but since the surplus is created by the vote of the stock
holders and in accordance with the statutes he can not require that the pre
ferred stock be valued at $5,000,000 on the statement.
The auditor should, however, make a distinction on the balance-sheet be
tween earned surplus and capital, or “ paid-in ” surplus. The net worth section
of the Y corporation balance-sheet at December 31, 1931, should appear some
what as follows:
Net worth:
Capital stock:
$x cumulative preferred—no par value (entitled
to $xxx per share in liquidation) authorized
and issued, 50,000 shares................................... $2,500,000
Common—no par value:
Authorized and issued, 400,000 shares........
4,000,000
Total capital stock..........................................

$6,500,000

Surplus:
Capital surplus arising from the reduction in the
stated value of the preferred stock............... $2,500,000
Less deficit (exhibit B)..........................................
1,500,000
Total surplus....................................................

1,000,000

Total net worth...........................................

$7,500,000

Exhibit B would contain the detail of the changes in earned surplus during
the year.
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Because the preferred stock has a liquidating value (presumably) of $100 a
share against a stated value of only $50, this fact is set out clearly on the face
of the balance-sheet for the benefit of prospective stockholders.
An unqualified certificate should not be attached to the balance-sheet as
shown in the problem, because it does not give the facts relating to the preferred
stock, and because it does give the impression that the net worth of the business
was increased by profitable operations (surplus—$1,000,000) when such is not
the case. The balance-sheet should not be drawn up as shown in the problem,
no matter how the certificate is qualified.

No. 7 (10 points):
A man for whom you are making an audit and financial statement for credit
purposes, has an account with a stock-broker which shows:
Stocks purchased on margin................................... $100,000
Market value of stocks............................................
125,000
Due broker.................................................................
75,000
Your client requests you to show on his balance-sheet an item of “stocks,
$50,000.” What would you do? Give your reasons.
Answer:
If the item is merely shown as “stocks, $50,000,” certain important facts
would be concealed, and while anyone examining the statement would un
doubtedly question the individual as to the details of the item, and would thus
uncover the facts, the auditor should state the details on the statement.
Persons considering the individual as a credit risk are vitally interested, first
of all, in the fact that he is buying stock on margin, and further, in the value of
the stock and amount of the liability against it. To set forth this information,
the following presentation would be satisfactory:

Assets
Stocks purchased on margin
cost $100,000; market value..................................................

$125,000

Liabilities
Due broker (stocks held as collateral)................................. $ 75,000
There can be no objection to carrying the stocks at their market value as
long as the increase is not taken up as income.

No. 8 (10 points):
Give three methods by which a company investing in instalment loans
(instalments received monthly) may take its income into the profit-and-loss
account. State the comparative merits of the several methods from the view
points of economics and of taxation.

Answer:
The income of a company investing in instalment loans consists of interest
and discount. In some cases the discount deducted when the loan is made may
represent the entire income (including interest) on the loan; for example, a loan
of $100 is made, to be repaid in ten instalments of $10 each, and an $8 dis
count is charged; here the $8 represents the total income on the loan. Suppose
the loan were repayable in ten payments of $10 plus interest at 1 per cent per
month on the unpaid balance, and a $5 discount (say) were charged; in this case
the income consists of the $5 discount plus the interest collected each month.
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If the loans are of the latter type the interest will be taken into income as it is
collected, so in either case the only problem lies in the handling of the discount.
Three methods are:
(a) Take up the entire discount as income at the time the loan is made.
(b) Treat collections as a recovery of cost until the total amount advanced
has been collected, and take up the discount out of the last pay
ments.
(c) Set up the discount at the time the loan is made and amortize it in
proportion to the collections on principal.
What the examiners mean by “economic viewpoint” is not quite clear, but
they may be referring to the separation of the income as between interest, or a
return for the use of capital, and profit, or compensation for risk. If the loans
are of the first type discussed above, the discount includes all of the interest
return; if the loans are of the second type, part of the discount is probably
additional interest, and the following remarks apply in lesser fashion.
Under method (a), the interest and profit are taken up at the time of making
the loan, whereas the interest, being a return for the use of capital, is earned
over the period in which the capital is in use, and the profit is not earned until
the risk (possibility of default) has been met.
Under method (b), the income is taken up at the end of the period, and while
this is correct as far as the profit is concerned, since the risk has been overcome,
the interest is again being improperly treated, as it represents income of the
entire period of the loan.
Method (c) is the most accurate of the three methods, as it spreads the
interest income over the period of the loan, and takes up the profit as it is
being earned—as the risk is being reduced.
From the viewpoint of taxation, method (a) would be most unfavorable, as it
reports the entire income immediately upon making the loan. Method (b) is
not recognized by the treasury department, although this method, from the
taxpayer’s point of view, would be highly desirable in ascertaining the taxable
income. Method (c) is equitable, for the taxable income is apportioned over
the life of the loan, and as the cash is collected.
No. 9 (10 points):
In 1914 Mr. Smith built a frame house costing $8,000 on land costing $2,000.
He used it continuously as a residence until 1930 when he sold it for $9,000.
Mr. Smith’s only income is his salary, $5,000, and he has deductible expenses
for taxes, etc., of $500 and exemption as a married man with no dependents.
Indicate the way in which you would prepare his federal income-tax return
for 1930 and the advice you would give him in regard to payment of the tax, if
any.
Answer:
Mr. Smith’s 1930 federal income-tax return should appear as follows:

Income
Salary......................................................................................

$5,000.00

Deductions
Taxes, etc. (detailed)............................................................

500.00

Net income..............................................................................

$4,500.00
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Computation of tax
Net income.............................................................................
Less: exemptions...................................................................

$4,500.00
3,500.00

Subject to normal tax.......................................................

$1,000.00

Normal tax, at 1½%...................................................
Earned income credit—25%.......................................
This credit is computed as 25% of the tax that
would have been paid on earned net income less
exemptions, or $1,500 ($5,000-$3,500); but as the
credit is limited to 25% of the normal tax actually
paid, and the other is larger, it need not be figured
Balance of tax............................................................

$15.00
3.75

--------$11.25

The $1,000 loss on the sale of the residence is not deductible for tax purposes
because it is not a “ loss incurred in trade or business, or incurred in any trans
action entered into for profit.”

No. 10 (10 points):
The X Company is engaged in lending money on real-estate first mortgages,
on which principal and interest are payable in monthly instalments over the
life of the mortgages. The company obtains a large part of its funds for loan
purposes by issuing “insured mortgage bonds” maturing serially. The prin
cipal sources of the company’s income are commissions on loans made and
interest on these loans. The principal expenses comprise interest on its out
standing bonds, costs of investigating loans, surety and trustees’ fees, office
expenses, and amortization of discount and expense on the “insured mortgage
bonds.”
Interest on outstanding loans and on the “insured mortgage bonds” is
regularly accrued by the company, and it takes its commission income into
earnings in full during the month in which the loans are made.
You are called upon to make an audit of the X Company in behalf of invest
ment bankers who expect to purchase an additional issue of the company’s
capital stock and offer it for sale to the public.
Assuming that your audit substantiates in all respects the technical correct
ness of the figures shown on the books, would you give an unqualified certificate
to the resulting balance-sheet? Give reasons for your answer.
Answer:
An unqualified certificate should not be attached to the described balancesheet, because of the method of taking up commission income.
This so-called commission is really additional interest deducted in advance,
similar to bank discount, and should be amortized over the life of the loans, as
discussed in number 8, above. The company’s practice results in taking up the
income before it is earned, and in overstating the net worth at any given date;
the unamortized discount should appear as a deferred credit, and not in surplus.
Furthermore, there will undoubtedly be additional expenses in the future in
connection with these loans, as well as losses on some of them, and the discount
should be deferred to cover these expenses and losses, the interest collected
being merely a return on investment.
With reference to the “insured mortgage bonds,” the amount of mortgages
(if any) deposited as collateral for these bonds should be clearly set out in the
balance-sheet.
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